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Created as an economic development agency in 1998, Enterprise Ireland (EI) has become one of the largest domestic venture capital (VC) investors in Irish technology firms. From 1998 to 2003, EI invested over 200m into domestic VC funds through its Seed and Venture Capital programmes and over 100m directly into indigenous small companies. 

EI is a development agency that was not structured to take on a significant investment mandate so it outsources much of its investment activities to the private sector.  EI invests in domestic venture capital funds managed by private-sector investors who have raised funds from private institutional sources and whose goal is to maximise returns. Similarly, when EI invests directly in companies, it won't invest in companies on its own but requires private sector participation in the form of matched co-investments. 

While investing alongside private investors assures that EI  investments are deemed commercially viable and promising by the private sector, it also introduces the risk that EI invests in companies and venture funds that don't really require public sector support. 

If the private sector is already willing to invest, is public sector capital really required? If not, the marginal contribution of the public sector investment is low, and the opportunity cost of such capital is high, as it could potentially be put to better public use elsewhere. 


EI's Irregular Portfolio Valuation Policy 

EI has adopted an irregular accounting policy to value its portfolio of investments in Irish companies. European venture funds, including the Seed and Venture Capital Funds in which EI invests, report their quarterly and annual portfolio valuations using a standard valuation methodology created by industry experts and advocated by the European Venture Capital Association (EVCA). However the method used by EI to value its own portfolio deviates drastically from these association standards. In particular, EI has adopted a very conservative cost-based methodology to value its portfolio. 

 To illustrate, assume an original EI investment of 100,000 in Company X. A few years later, Company X has gone public and the value of the invested shares has increased to 10m based on its publicly traded share price. The EVCA valuation methodology would value the investment at approximately 10m. The Seed and Venture Capital funds in which EI invests would also be required to report the market value of those publicly traded securities at about 10m.  In stark contrast, if EI held the shares of Company X in its own portfolio, it would value the shares at the original cost basis of 100,000, despite the fact that the public market price at which the shares currently trade is significantly higher.

EI's official valuation policy is to value the companies in its portfolio at the lesser of net cost or realisable value. This policy essentially requires that every single company held in the EI portfolio be valued at cost, unless it has declined in value to below its net cost. There are no means under this policy to reflect any interim increases in value - even if the shares are publicly traded every day. 

This valuation policy  suggests that EI is explicitly willing to sacrifice the transparency of reporting interim positive returns on its investments in order to avoid revealing subsequent declines. This policy is also unusual in that  EI's annual report Notes to the financial statements contain a separately published 'market value' of its publicly quoted portfolio. Therefore, EI reports two valuations of the same stocks.

It is reasonable to question why EI would require one valuation policy from its Seed and Venture Capital Funds, and implement another very different and highly irregular policy for its own portfolio of companies. Some industry sources suggest that the reasons are largely political. In particular, it appears that EI would prefer not to reflect large swings in its portfolio valuation. Large swings in valuation could reflect paper losses that bring about increased government and media scrutiny and questions, and public discussion about the rationale and performance of the investment portfolio, as well as the use of taxpayer capital to finance small businesses. While these political considerations may seem compelling to EI, there is no evidence supporting the use of this non-standard valuation method that justifies subordinating the need for accuracy and transparency in its accounting policies.

Interestingly, the Comptroller and Auditor General has signed off on this valuation policy. The Comptroller's role is to conduct an audit of EI that includes an "assessment of the significant estimates and judgments made [by EI] in the preparation of the financial statements, and of whether the accounting policies are appropriate to the agency's circumstances." Despite the obvious and significant understatements in value inherent in a cost-based valuation methodology, and the fact that it deviates significantly from industry standards, the Comptroller has consistently opined that the EI financial statements "give a true and fair view" of the agency's state of affairs. 

EI's Undisciplined Exit Policy

The last phase of the investment process is the exit, when a company goes public or is sold and investors realize their returns. The policy followed by EI in reaching its exit decisions from publicly traded companies in which it has invested is to make ad-hoc case-by-case decisions about each exit. EI's lack of a defined exit strategy was raised by the Comptroller and Auditor General, during a discussion with the organisation's then chief executive about EI's audited accounts in January 2000. Yet a disciplined policy was never subsequently implemented.

EI's Investment Portfolio Review Committee (IPRC) makes EI exit decisions. The IPRC currently makes exit decisions bearing in mind at least three common guidelines:

1) EI considers the impact of a sale of stock on the company's share price. In an approach that risks creating the perception that it engages in insider trading, EI will enter into discussions with the management of the companies in which it is considering exiting, and discuss the possible impact of the timing and amount of sale on the share price.

2) As a development agency, EI does not seek to continue as a long-term ordinary shareholder in public companies. It follows then that EI's policy as a development agency would be to exit public companies as soon as possible. However there are several examples of publicly quoted stock that EI has held for multiple years. Perhaps one of the most significant examples is Iona, which went public in 1997, but in which EI continues to hold a significant shareholding. The policy rationale for the length of these holdings has not been articulated by EI.

3) EI does not make its exit decisions solely in order to maximise returns. The purpose of this guideline is to allow EI to consider other factors, such as economic or regional development, in its exit decisions. However one of EI's goals is to achieve a minimum annual return from its equity portfolio. This return target is agreed each year with the Department of Enterprise  but is not published publicly, which renders EI's exit behaviour opaque and unpredictable to the companies in which it is invested, its co-investors, and the taxpayers whose capital is invested.


Conclusion

As a public sector organisation and an investor of taxpayer money, Enterprise Ireland has an obligation to always seek to improve its investment processes in ways that increase their transparency, accountability and discipline as well as performance.  The implementation of an industry standard valuation policy in time for EI's 2004 annual report would further the attainment of those objectives, as would a defined and consistently implemented exit policy. 
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